Target Costing-Meaning, Objectives, Features and Process

Introduction: Companies must price products efficiently to remain relevant in a competitive market.  The price will always be a significant selling point.  Customers can shift to a new product if it offers a better price.  A Company’s management must focus on pricing.  This is vital to cover costs, profit margin, and still compete with similar brands.  That’s why costing methods such as the target costing system benefit any company. The target costing system is a popular and effective pricing strategy.  It helps the managers learn how to price their products. 

What is Target Costing?
The target costing system involves pricing the product to cover production costs.  And a reasonable profit margin while considering the competitors’ prices.  The helps the product stay relevant in a highly competitive market. 

Target Cost = Selling Price -Profit Margin

The target costing process is helpful while targeting a market with homogeneous goods.  Need to maintain a similar price to entice customers to shift to a new brand. L Managers can focus on lowering their production costs.  This helps in deciding the final selling price and helps the company profit. 

g., Launching a new product in a monopolistic market like FMCG.  This can be challenging.  This is because customers already resonate with an established brand for the product.  To launch, the company must price its products at similar or lower price than the existing product. This will help the company gain a foothold in the market.

Why Target Costing?


In target costing, companies focus on pricing their products from the design stage, rather than waiting until they are ready to launch them.  Following are some of the vital points to be understood regarding target costing.

It allows mangers to control operational costs, raw material charges, and other price facts.

It is essential to maintain profits when the company cannot exceed a specific production cost level.  For example, entering an industry like energy, FMCG, or construction can be difficult, because large companies with a foothold of decades already dominate it. 

The target costing process allows managers to assess the competition. 


Thus, these immense benefits help a new company to enter a competitive market an control costs.

Objectives of Target Costing:


The target costing techniques are effective pricing strategies.  It helps companies to control their product’s prices. It also helps brands to enter and flourish in a competitive new market. 

Cost Management and Reduction Methods: Planning and managing the product’s costs using cost management and reduction methods.

Profit Margin: Lower the production costs to meet the set profit margin and cover the costs.

Efficiency in Production: Ensuring the new products meet the expected quality, delivery, and pricing levels. 

Team Motivation:  Motivate the team to follow target pricing techniques during the product development.  This will ensure profit levels. 

Customer Satisfaction:  Target costing strategy helps companies produce high-quality products at affordable prices.   This increases customer satisfaction.

Track Costs:  Target Costing enables businesses to analyse and manage expenses.  This ensures the product is profitable throughout its life cycle. 

Improving Long-Term Profitability: The target costing strategy assists businesses in ensuring long-term profitability and sustainability.  This is by focusing on a predetermined profit margin from the start. 

Features of Target Costing:


Target Costing techniques have been a successful driver for firms looking to cut back their costs and implement successful pricing strategies.  The following target costing features help to realise the company goals. 

Pricing Strategies for Companies:  Usually, companies settle their product prices after assessing their production costs and brands. The company's pricing determines rather than strict competitor adherence.  Yet, the company becomes a price taker with the target costing system. The market conditions settle this price.  And the company has to adjust its production costs. 

Profit Margin Determination: The selling price includes the profit margin the company decides during the target costing process. 

Product Cost Reduction Strategy:  The target costing system is a management strategy to reduce product prices.  The tool uses cost management strategies.  The set selling price already considers the customer expectations, product design, and features. 

Cost Reduction: Cost reduction is a target costing feature.  It represents the difference between the target and current product costs. 

Integrated Team Approach:  Target Costing features also include forming a team.   It integrates activities such as marketing, manufacturing, design, etc.  This fulfills customer demands and cost levels. 

Forecasting:  The target costing process requires forecasting and deep analysis.

Production: Target costing consists of setting production targets.  While adhering to the relationship between price and output volume. 

Target Costing Process
This process can help companies develop profitable new products with target costing. Whenever a company plans to implement the target costing process, it must adhere to the following steps.
Step 1: Market Research-The company's first step should always be understanding the market needs and expectations through research. It allows the management to understand more about their competitors, product features, and price points. This enables the management to understand the market needs for a new product in a specific industry. Moreover, thorough research helps them understand how much customers are willing to pay for the product features. This is a crucial component of pricing strategy.
Step 2: Maximum cost and pricing-The company has to decide its profit margins and set limits for its maximum production costs to set an effective target price. The target costing process includes all costs such as manufacturing, raw material, labor charges, marketing, etc. 
Step 3: Product Creation-The company's engineering and design department collaborates to create the perfect product that meets the market demands and has all the expected customer features. The target is to create the product at a price point that covers the costs, has a decent profit margin, and covers all the features expected by the market.
Step 4: Analysis and Adjustments-After the product is manufactured, the management has to analyze the pricing points and costs. If they exceed the set limits, they may have to redesign the product or find ways to reduce the overall costs. For example, negotiating with raw material suppliers or cutting marketing costs. Either way, frequent analysis is essential to make adjustments for achieving the targets set by the company to develop profitable new products with target costing.

Step 5: Design Improvement-The company has to adhere to both the market requirements as well as the target costs. The trials begin after the product design, where it is tested for its features. The trial ends if the design meets both the costs and customer needs.
Step 6: Management Approval-The engineering and design team has to take the approval of the company's management for the product design and cost variables. They have to submit a report for all the steps, including design, testing, and cost variables.
Step 7: Record Maintenance-Proper accounting reports are necessary for the product to check if the costs meet the set standards. If they exceed the limits, the product design would require changes and return to the trial stage.
Step 8: Implementation-Once the design is approved and meets the requirements, the product design is implemented. Regular checks of the books and product quality is still essential to make a profit in the market.
Target costing techniques best suit products with multiple features and price point sensitivity. It allows managers to understand the market demands and plan their products. For example, smartphones are packed with features and are selected based on their selling price. Implementing a target selling price can help the company create a successful product.

Target Costing-Benefits 
Several companies widely use Target Costing techniques to set price points. The following benefits are associated with the target costing process.
Improved profitability: The target costing process allows companies to improve overall profitability by reducing production costs and implementing price control strategies.
Innovation: Target costing encourages innovation and creativity as companies have to create a product around the demands and expectations of the market.
Customer Satisfaction: Customers feel valued as the product is designed and manufactured while considering their needs.
Efficient Production Process: The target costing system allows the company to develop a more efficient production process as it has to assess all manufacturing costs at every stage.
Target Costing-Disadvantages
While this target costing process has immense benefits for a company, it still has some cons that the company should consider before implementing it in their manufacturing process.
It can be challenging to estimate and evaluate the correct selling price that encapsulates the production costs and has room for a profit for the company.
Target Costing system might encourage short-term profit-focused thinking in the company. There won't be room for exponential company growth.
This system requires a lot of in-depth upfront work to implement. It can be difficult to manage the system.
Complex and big organizations with multiple product lines and overlapping production processes might find this system difficult to follow.
Conclusion 
Understanding and implementing a Target Costing system can benefit a company in the longer term. It can help bring efficiency to production and maintain cost-control measures for your product lines. Also, it allows the company to perform well in a competitive market. 
